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partners had a principal purpose to take ad-
vantage of the fact that X’s basis in the as-
sets will be determined under section 732 (b)
and (c), thus, in effect, shifting a portion of
X’s basis economically allocable to the land
that X intends to retain to an inconsequen-
tial asset that X intends to dispose of quick-
ly. This shift provides a federal tax timing
advantage to X, with no offsetting detriment
to any of PRS’s other partners.

(ii) Although section 732 recognizes that
basis distortions can occur in certain situa-
tions, which may produce tax results that do
not satisfy the proper reflection of income
standard of paragraph (a)(3) of this section,
the provision is intended only to provide an-
cillary, simplifying tax results for bona fide
partnership transactions that are engaged in
for substantial business purposes. Section 732
is not intended to serve as the basis for plans
or arrangements in which inconsequential or
immaterial assets are included in the dis-
tribution with a principal purpose of obtain-
ing substantially favorable tax results by
virtue of the statute’s simplifying rules. The
transaction does not properly reflect X’s in-
come due to the basis distortions caused by
the distribution that result in shifting a sig-
nificant portion of X’s basis to this incon-
sequential asset. Moreover, the proper reflec-
tion of income standard contained in para-
graph (a)(3) of this section is not treated as
satisfied, because, taking into account all
the facts and circumstances, the application
of section 732 to this arrangement, and the
ultimate tax consequences that would there-
by result, were not clearly contemplated by
that provision of subchapter K. In addition,
by using a partnership (if respected), the
partners’ aggregate federal tax liability
would be substantially less than had they
owned the partnership’s assets directly (see
paragraph (c)(1) of this section). On these
facts, PRS has been formed and availed of
with a principal purpose to reduce the tax-
payers’ aggregate federal tax liability in a
manner that is inconsistent with the intent
of subchapter K. Therefore (in addition to
possibly challenging the transaction under
applicable judicial principles and statutory
authorities, such as the disguised sale rules
under section 707, see paragraph (h) of this
section), the Commissioner can recast the
transaction as appropriate under paragraph
(b) of this section.

(e) Abuse of entity treatment—(1) Gen-
eral rule. The Commissioner can treat a
partnership as an aggregate of its part-
ners in whole or in part as appropriate
to carry out the purpose of any provi-
sion of the Internal Revenue Code or
the regulations promulgated there-
under.

(2) Clearly contemplated entity treat-
ment. Paragraph (e)(1) of this section
does not apply to the extent that—

(i) A provision of the Internal Reve-
nue Code or the regulations promul-
gated thereunder prescribes the treat-
ment of a partnership as an entity, in
whole or in part, and

(ii) That treatment and the ultimate
tax results, taking into account all the
relevant facts and circumstances, are
clearly contemplated by that provi-
sion.

(f) Examples. The following examples
illustrate the principles of paragraph
(e) of this section. The examples set
forth below do not delineate the bound-
aries of either permissible or impermis-
sible types of transactions. Further,
the addition of any facts or cir-
cumstances that are not specifically
set forth in an example (or the deletion
of any facts or circumstances) may
alter the outcome of the transaction
described in the example. Unless other-
wise indicated, parties to the trans-
actions are not related to one another.

Example 1. Aggregate treatment of partner-
ship appropriate to carry out purpose of section
163(e)(5). (i) Corporations X and Y are part-
ners in partnership PRS, which for several
years has engaged in substantial bona fide
business activities. As part of these business
activities, PRS issues certain high yield dis-
count obligations to an unrelated third
party. Section 163(e)(5) defers (and in certain
circumstances disallows) the interest deduc-
tions on this type of obligation if issued by
a corporation. PRS, X, and Y take the posi-
tion that, because PRS is a partnership and
not a corporation, section 163(e)(5) is not ap-
plicable.

(ii) Section 163(e)(5) does not prescribe the
treatment of a partnership as an entity for
purposes of that section. The purpose of sec-
tion 163(e)(5) is to limit corporate-level in-
terest deductions on certain obligations. The
treatment of PRS as an entity could result
in a partnership with corporate partners is-
suing those obligations and thereby cir-
cumventing the purpose of section 163(e)(5),
because the corporate partner would deduct
its distributive share of the interest on obli-
gations that would have been deferred until
paid or disallowed had the corporation issued
its share of the obligation directly. Thus,
under paragraph (e)(1) of this section, PRS is
properly treated as an aggregate of its part-
ners for purposes of applying section 163(e)(5)
(regardless of whether any party had a tax
avoidance purpose in having PRS issue the
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obligation). Each partner of PRS will there-
fore be treated as issuing its share of the ob-
ligations for purposes of determining the de-
ductibility of its distributive share of any in-
terest on the obligations. See also section
163(i)(5)(B).

Example 2. Aggregate treatment of partner-
ship appropriate to carry out purpose of section
1059. (i) Corporations X and Y are partners in
partnership PRS, which for several years has
engaged in substantial bona fide business ac-
tivities. As part of these business activities,
PRS purchases 50 shares of Corporation Z
common stock. Six months later, Corpora-
tion Z announces an extraordinary dividend
(within the meaning of section 1059). Section
1059(a) generally provides that if any cor-
poration receives an extraordinary dividend
with respect to any share of stock and the
corporation has not held the stock for more
than two years before the dividend an-
nouncement date, the basis in the stock held
by the corporation is reduced by the
nontaxed portion of the dividend. PRS, X,
and Y take the position that section 1059(a)
is not applicable because PRS is a partner-
ship and not a corporation.

(ii) Section 1059(a) does not prescribe the
treatment of a partnership as an entity for
purposes of that section. The purpose of sec-
tion 1059(a) is to limit the benefits of the
dividends received deduction with respect to
extraordinary dividends. The treatment of
PRS as an entity could result in corporate
partners in the partnership receiving divi-
dends through partnerships in circumvention
of the intent of section 1059. Thus, under
paragraph (e)(1) of this section, PRS is prop-
erly treated as an aggregate of its partners
for purposes of applying section 1059 (regard-
less of whether any party had a tax avoid-
ance purpose in acquiring the Z stock
through PRS). Each partner of PRS will
therefore be treated as owning its share of
the stock. Accordingly, PRS must make ap-
propriate adjustments to the basis of the
Corporation Z stock, and the partners must
also make adjustments to the basis in their
respective interests in PRS under section
705(a)(2)(B). See also section 1059(g)(1).

Example 3. Prescribed entity treatment of
partnership; determination of CFC status clear-
ly contemplated. (i) X, a domestic corpora-
tion, and Y, a foreign corporation, intend to
conduct a joint venture in foreign Country
A. They form PRS, a bona fide domestic gen-
eral partnership in which X owns a 40% in-
terest and Y owns a 60% interest. PRS is
properly classified as a partnership under
§§ 301.7701–2 and 301.7701–3. PRS holds 100% of
the voting stock of Z, a Country A entity
that is classified as an association taxable as
a corporation for federal tax purposes under
§ 301.7701–2. Z conducts its business oper-
ations in Country A. By investing in Z
through a domestic partnership, X seeks to
obtain the benefit of the look-through rules

of section 904(d)(3) and, as a result, maximize
its ability to claim credits for its proper
share of Country A taxes expected to be in-
curred by Z.

(ii) Pursuant to sections 957(c) and
7701(a)(30), PRS is a United States person.
Therefore, because it owns 10% or more of
the voting stock of Z, PRS satisfies the defi-
nition of a U.S. shareholder under section
951(b). Under section 957(a), Z is a controlled
foreign corporation (CFC) because more than
50% of the voting power or value of its stock
is owned by PRS. Consequently, under sec-
tion 904(d)(3), X qualifies for look-through
treatment in computing its credit for foreign
taxes paid or accrued by Z. In contrast, if X
and Y owned their interests in Z directly, Z
would not be a CFC because only 40% of its
stock would be owned by U.S. shareholders.
X’s credit for foreign taxes paid or accrued
by Z in that case would be subject to a sepa-
rate foreign tax credit limitation for divi-
dends from Z, a noncontrolled section 902
corporation. See section 904(d)(1)(E) and
§ 1.904–4(g).

(iii) Sections 957(c) and 7701(a)(30) prescribe
the treatment of a domestic partnership as
an entity for purposes of defining a U.S.
shareholder, and thus, for purposes of deter-
mining whether a foreign corporation is a
CFC. The CFC rules prevent the deferral by
U.S. shareholders of U.S. taxation of certain
earnings of the CFC and reduce disparities
that otherwise might occur between the
amount of income subject to a particular for-
eign tax credit limitation when a taxpayer
earns income abroad directly rather than in-
directly through a CFC. The application of
the look-through rules for foreign tax credit
purposes is appropriately tied to CFC status.
See sections 904(d)(2)(E) and 904(d)(3). This
analysis confirms that Congress clearly con-
templated that taxpayers could use a bona
fide domestic partnership to subject them-
selves to the CFC regime, and the resulting
application of the look-through rules of sec-
tion 904(d)(3). Accordingly, under paragraph
(e) of this section, the Commissioner cannot
treat PRS as an aggregate of its partners for
purposes of determining X’s foreign tax cred-
it limitation.

(g) Effective date. Paragraphs (a), (b),
(c), and (d) of this section are effective
for all transactions involving a part-
nership that occur on or after May 12,
1994. Paragraphs (e) and (f) of this sec-
tion are effective for all transactions
involving a partnership that occur on
or after December 29, 1994.

(h) Scope and application. This section
applies solely with respect to taxes
under subtitle A of the Internal Reve-
nue Code, and for purposes of this sec-
tion, any reference to a federal tax is
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limited to any tax imposed under sub-
title A of the Internal Revenue Code.

(i) Application of nonstatutory prin-
ciples and other statutory authorities.
The Commissioner can continue to as-
sert and to rely upon applicable non-
statutory principles and other statu-
tory and regulatory authorities to
challenge transactions. This section
does not limit the applicability of
those principles and authorities.

[T.D. 8588, 60 FR 27, Jan. 3, 1995; T.D. 8588, 60
FR 9776, 9777, Feb. 22, 1995, as amended by
T.D. 8592, 60 FR 18741, April 13, 1995]

§ 1.702–1 Income and credits of part-
ner.

(a) General rule. Each partner is re-
quired to take into account separately
in his return his distributive share,
whether or not distributed, of each
class or item of partnership income,
gain, loss, deduction, or credit de-
scribed in subparagraphs (1) through (9)
of this paragraph. (For the taxable
year in which a partner includes his
distributive share of partnership tax-
able income, see section 706(a) and
§ 1.706–1(a). Such distributive share
shall be determined as provided in sec-
tion 704 and § 1.704–1.) Accordingly, in
determining his income tax:

(1) Each partner shall take into ac-
count, as part of his gains and losses
from sales or exchanges of capital as-
sets held for not more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977), his distributive
share of the combined net amount of
such gains and losses of the partner-
ship.

(2) Each partner shall take into ac-
count, as part of his gains and losses
from sales or exchanges of capital as-
sets held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months for taxable years
beginning in 1977), his distributive
share of the combined net amount of
such gains and losses of the partner-
ship.

(3) Each partner shall take into ac-
count, as part of his gains and losses
from sales or exchanges of property de-
scribed in section 1231 (relating to
property used in the trade or business
and involuntary conversions), his dis-
tributive share of the combined net

amount of such gains and losses of the
partnership. The partnership shall not
combine such items with items set
forth in subparagraph (1) or (2) of this
paragraph.

(4) Each partner shall take into ac-
count, as part of the charitable con-
tributions paid by him, his distributive
share of each class of charitable con-
tributions paid by the partnership
within the partnership’s taxable year.
Section 170 determines the extent to
which such amount may be allowed as
a deduction to the partner. For the def-
inition of the term ‘‘charitable con-
tribution’’, see section 170(c).

(5) Each partner shall take into ac-
count, as part of the dividends received
by him from domestic corporations, his
distributive share of dividends received
by the partnership, with respect to
which the partner is entitled to a cred-
it under section 34 (for dividends re-
ceived on or before December 31, 1964),
an exclusion under section 116, or a de-
duction under part VIII, subchapter B,
chapter 1 of the Code.

(6) Each partner shall take into ac-
count, as part of his taxes described in
section 901 which have been paid or ac-
crued to foreign countries or to posses-
sions of the United States, his distribu-
tive share of such taxes which have
been paid or accrued by the partner-
ship, according to its method of treat-
ing such taxes. A partner may elect to
treat his total amount of such taxes,
including his distributive share of such
taxes of the partnership, as a deduction
under section 164 or as a credit under
section 901, subject to the provisions of
sections 901 through 905.

(7) Each partner shall take into ac-
count, as part of the partially tax-ex-
empt interest received by him on obli-
gations of the United States or on obli-
gations of instrumentalities of the
United States, as described in section
35 or section 242, his distributive share
of such partially tax-exempt interest
received by the partnership. However,
if the partnership elects to amortize
premiums on bonds as provided in sec-
tion 171, the amount received on such
obligations by the partnership shall be
reduced by the amortizable bond pre-
mium applicable to such obligations as
provided in section 171(a)(3).
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(8)(i) Each partner shall take into ac-
count separately, as part of any class
of income, gain, loss, deduction, or
credit, his distributive share of the fol-
lowing items: Recoveries of bad debts,
prior taxes, and delinquency amounts
(section 111); gains and losses from wa-
gering transactions (section 165(d));
soil and water conservation expendi-
tures (section 175); nonbusiness ex-
penses as described in section 212; med-
ical, dental, etc., expenses (section 213);
expenses for care of certain dependents
(section 214); alimony, etc., payments
(section 215); amounts representing
taxes and interest paid to cooperative
housing corporations (section 216); in-
tangible drilling and developments
costs (section 263(c)); pre-1970 explo-
ration expenditures (section 615); cer-
tain mining exploration expenditures
(section 617); income, gain, or loss to
the partnership under section 751(b);
and any items of income, gain, loss, de-
duction, or credit subject to a special
allocation under the partnership agree-
ment which differs from the allocation
of partnership taxable income or loss
generally.

(ii) Each partner must also take into
account separately his distributive
share of any partnership item which if
separately taken into account by any
partner would result in an income tax
liability for that partner different from
that which would result if that partner
did not take the item into account sep-
arately. Thus, if any partner would
qualify for the retirement income cred-
it under section 37 if the partnership
pensions and annuities, interest, rents,
dividends, and earned income were sep-
arately stated, such items must be sep-
arately stated for all partners. Under
section 911(a), if any partner is a bona
fide resident of a foreign country who
may exclude from his gross income the
part of his distributive share which
qualifies as earned income as defined in
section 911(b), the earned income of the
partnership for all partners must be
separately stated. Similarly, all rel-
evant items of income or deduction of
the partnership must be separately
stated for all partners in determining
the applicability of section 270 (relat-
ing to ‘‘hobby losses’’) and the recom-
putation of tax thereunder for any
partner.

(iii) Each partner shall aggregate the
amount of his separate deductions or
exclusions and his distributive share of
partnership deductions or exclusions
separately stated in determining the
amount allowable to him of any deduc-
tion or exclusion under subtitle A of
the Code as to which a limitation is
imposed. For example, partner A has
individual domestic exploration ex-
penditures of $300,000. He is also a
member of the AB partnership which in
1971 in its first year of operation has
foreign exploration expenditures of
$400,000. A’s distributable share of this
item is $200,000. However, the total
amount of his distributable share that
A can deduct as exploration expendi-
tures under section 617(a) is limited to
$100,000 in view of the limitation pro-
vided in section 617(h). Therefore, the
excess of $100,000 ($200,000 minus
$100,000) is not deductible by A.

(9) Each partner shall also take into
account separately his distributive
share of the taxable income or loss of
the partnership, exclusive of items re-
quiring separate computations under
subparagraphs (1) through (8) of this
paragraph. For limitation on allowance
of a partner’s distributive share of
partnership losses, see section 704(d)
and paragraph (d) of § 1.704–1.

(b) Character of items constituting dis-
tributive share. The character in the
hands of a partner of any item of in-
come, gain, loss, deduction, or credit
described in section 702(a)(1) through
(8) shall be determined as if such item
were realized directly from the source
from which realized by the partnership
or incurred in the same manner as in-
curred by the partnership. For exam-
ple, a partner’s distributive share of
gain from the sale of depreciable prop-
erty used in the trade or business of
the partnership shall be considered as
gain from the sale of such depreciable
property in the hands of the partner.
Similarly, a partner’s distributive
share of partnership ‘‘hobby losses’’
(section 270) or his distributive share of
partnership charitable contributions to
organizations qualifying under section
170(b)(1)(A) retains such character in
the hands of the partner.

(c) Gross income of a partner. (1) Where
it is necessary to determine the
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